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Latin America’s economic performance in the 1990s was relatively weak despite the implementation of 
generally successful macroeconomic policies and structural reforms. Annual output grew at an average 
of 3.3% (0.9% output per worker) in 1990-2000, after a disastrous decade of only 1.1% average growth in 
output (-1.8% output per worker) during the 1980s. Growth performance was significantly better in the 
post World War II decades, as it was also for the world economy. GDP in the region grew by 5.5% in the 
1960-70 period and 6.0% in the 1970-80 period (Bosworth and Collins, 2003). For Latin America to 
converge to the level of  income seen in advanced economies, and to reduce prevailing levels of critical 
poverty, the region must get back on a path of sustainable economic growth at much higher rates. 
 
 The poor experience of the 1990s left a somewhat bitter tast in the mouth of the continent that made a 
greater effort than almost anywhere else in the world to follow the orthodox macroeconomic stability 
policies espoused by the Washington Consensus. What went wrong? What is lacking in the region for it 
to become an economic success story? These are important questions that must be asked if corrections 
are to be made. The major emphasis of the Washington Consensus approach has been the promotion of 
macroeconomic stability and public sector reforms. These steps lay the groundwork for economic growth, 
which itself is an indispensable condition for poverty reduction, a critical issue in the region. But recent 
performance proves that it is not enough. 
 
Beyond macroeconomic stabilization policies and state reforms, what else can be done to effectively 
promote sustainable economic growth in Latin America? In the following two sections, we will review both 
old and new ideas that attempt to indentify the sources of sustainable economic growth. In a third 
section, we will look at the predominant approach to economic strategy within the region. Finally, we will 
review policy recommendations aimed at promoting growth in Latin America.  
 
1. Old ideas on economic growth and Latin America 
 
Our understanding of the causes and mechanics of sustained economic growth is limited. This is still a 
central theme in our times, as it was for Adam Smith, in his treatise of 1776. Smith's idea of economic 
growth was simple and powerful: greater division of labor generated increases in production and 
productivity, promoting technological progress through specialization and adaptation of new techniques. 
The accumulation of physical capital is a cause and a consequence of this process of specialization, 
which is reinforced by domestic and international trade, since the only restriction on the division of labor 
is the size of the market. 
 
Smith's ideas, followed by later thinkers, had a lasting influence on our present understanding of 
economic growth. In the mid-1950s, Robert Solow developed the neoclassic theory of modern economic 
growth which in essence attempts to explain growth in terms of the productivity of labor. That is, the 
standard of living of a population, in terms of the average quantity (and quality) of machinery and 
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equipment for each worker. By accumulating capital at rates higher than the rate of growth of the work 
force, the productivity of labor increases, and economic growth follows. 
 
Under this simple economic growth model – which was of great influence in the post-War period – wages 
vary as a function of marginal productivity and, in turn, the level of investment depends fundamentally on 
the rate of domestic saving. These ideas strongly influenced Latin America’s post-War development. 
 
Even under a strategy of import substituting industrialization, the protection of domestic markets had as 
its key goal the stimulation of local and foreign private investment to foster an industrial learning process 
that would, eventually, help to shape new patterns of industrial specialization and replace the need to 
import manufactured goods from abroad. However, while this did occur to a limited extent in larger 
economies – Brazil, Mexico and Argentina – a great majority of these new industries faced enormous 
hurdles in transforming themselves into successful players on the wider, international stage, as 
happened in the case of East Asian countries. 
 
Under a prolonged import substitution strategy Latin America did not manage to encourage an adequate 
diversification of its profile of manufactured goods for export. Generally, the region did not succeed in 
reducing its dependency on the price volatility of commodities, which make up its traditional exports. 
Nevertheless, even under this pattern, the region was able to reach high rates of economic growth up to 
the 1970s. Bloated public sectors and serious macroeconomic distortions (hyper-inflation and huge fiscal 
deficits) were also consequences of this pattern of development. Late adjustment policies had a very 
negative impact on average income. 
 
The alternative approach – gradual integration into world economy – took East Asian countries on a 
different path of development. International trade, facilitating the expansion of markets and the 
exploitation of comparative advantages in the production of certain goods, helped sustain higher rates of 
investment and economic growth. Hence, putting aside other factors, East Asian economies effectively 
achieved higher growth rates that were sustainable over a longer period. 
 
Robert Solow’s growth model had a number of powerful implications for the economic progress of 
developing countries, and in particular for the relatively more advanced regions, as was the case with 
Latin America at the end of World War II. First, it predicted that free movement of capital at the global 
level would shift to the less developed countries where the productivity of capital (and hence the rate of 
profit) is very high because of its relative scarcity. This inflow of foreign investment into developing 
countries would raise worker productivity and income, which in turn would lead to a convergence of the 
level of average income per capita of these economically backward countries in the direction of the 
higher incomes of the more advanced economies.   
 
Second, international trade theory suggests that free trade between nations based on their comparative 
advantages (and differences in comparative costs) would tend to equalize the rate of payment of labor 
and capital between nations, hence strengthening the trend to convergence of income per capita 
between poor and rich countries, even with imperfect international capital markets. 
 
Finally, although government policy had few direct mechanisms available for influencing economic 
growth, there are areas where the state  can play a very important indirect role. Macroeconomic stability 
and tax incentives for increasing savings are seen as important elements for stimulating new private 
investment, thereby increasing output and employment. 
 
2. New ideas on endogenous growth: Human capital and knowledge 
 
During the 1980s, questions were beginning to be asked by economists regarding the actual impact of 
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these ideas. Why had some countries witnessed sustained rates of long-term growth but others had 
failed to demonstrate any progress towards higher income levels? Why had the free movement of capital 
not benefited less developed countries? The limitations of neoclassical ideas of economic growth, such 
as Solow's model and its later variants, became more evident with time. Nicholas Kaldor was one of the 
first critics to define the idea of "stylized facts" observable in the world economy, which any "useful" 
theory of economic growth had to explain. 
 
Robert Lucas, in a stimulating article published in 1988, thirty years after Kaldor’s analysis, recognized 
the need to revise the dominant theoretical constructions (Solow's model), because they did not 
correspond with the international experience observed over four decades. For Lucas a useful theory of 
economic development has to be consistent with two basic observations made by Kaldor: 1) that 
economic growth has been sustained over time only in a select group of industrialized countries; and  2) 
that the differences in growth rates of income per capita at the world level have not narrowed, but in fact 
were widening. A useful theory also has to contain mechanisms to explain changes in the patterns of 
economic growth experienced in those countries that successfully have managed to break through the 
barrier of underdevelopment (for example, the countries of East Asia). 
 
In an influential seminal work, Romer (1990) suggested that in modern economic growth, research and 
development activities linked to industrial patterns of specialization are determined within each nation. 
Human capital is the most intensively used input in research. Thus, the microeconomic decisions made 
on the allocation of human capital in research and development, or directly in the production of goods, 
are what really determine the return on new investments and hence the sustainability of economic growth 
in the long run. 
 
Since nations differ in the way they allocate human capital, and in how much they benefit from the 
international diffusion of technological knowledge, they follow different patterns of economic growth 
without necessarily producing an increase in average income. An analysis of sources of output growth 
and trade patterns in manufacturing sectors of 13 OECD countries revealed that manufacturing 
concentrated around 90 percent of total business research and development effort in the seven largest 
economies measured by the employment of specialized human capital. The amount of human capital 
allocated to research and development is an important factor to help us understand growth performance 
in advanced economies (Ochoa 1996). Developing countries have access to the spillover of technology, 
but they also demand increasing amounts and quality of human capital to benefit in production 
processes. 
 
Although these new ideas on the role of human capital and knowledge capital had a remarkable 
influence on economic literature, policy makers in most developing countries have found them difficult to 
digest. Latin America made an enormous effort to seek macroeconomic stability, but it did very little 
implement policies to stimulate a closer relationship between production, research and development, and 
demand for specialized human capital. We shall return to this issue later. 
   
3. Difficulties for sustained economic growth in Latin America 
 
As has already been noted, when questions of the appropriate conditions for sustained economic growth 
in Latin America were broached in the 1990s, the answer was most frequently seen through the lens of 
macroeconomic stabilization and public sector reforms. The implicit assumption is that some time will 
have to pass before the region begins to perceive technological issues as real limitations to economic 
growth. Brazil and, more recently, Chile, are two of the countries that have introduced technological 
policy elements into their economic strategy. 
 
Because of the predominance of macroeconomic stabilization issues and associated public sector 



        

Americas Program Americas Program Americas Program Americas Program •••• Center for Strategic and International Studies Center for Strategic and International Studies Center for Strategic and International Studies Center for Strategic and International Studies    
1800 K Street, N1800 K Street, N1800 K Street, N1800 K Street, NW W W W •••• Washington, DC 20006  Washington, DC 20006  Washington, DC 20006  Washington, DC 20006 •••• Tel: (202) 775 Tel: (202) 775 Tel: (202) 775 Tel: (202) 775----3150 3150 3150 3150 •••• Fax: (202) 775 Fax: (202) 775 Fax: (202) 775 Fax: (202) 775----3199 3199 3199 3199 •••• www.csis.org www.csis.org www.csis.org www.csis.org 

reforms, the priorities for government policy in the region have amounted to the following elements: 
inflation control; the reorganization of public finances; the reduction of restrictions on international trade; 
the liberalization of financial and labor markets; the privatization of many public assets; the opening of 
traditionally protected sectors to attract foreign direct investment, and the enforcement of property rights. 
 
Two critical areas in the region where most governments face little progress are fundamental tasks of the 
modern state: provision of an adequate and functioning legal framework for a market economy; and 
provision of quality public services in the areas of education, health and social security. Large segments 
of the population of the region have no access to these fundamental services. An area where some 
progress has been achieved, but a lot remains to be done, is basic physical infrastructure that facilitates 
new private investment.  
 
Under this general approach, with its intellectual origin in Smith and Solow’s ideas, macroeconomic 
policies and public sector reforms were seen as all that was required to bring back strong economic 
growth in Latin America. Clearly, policies of deregulation, privatization and trade liberalization were aimed 
at creating market conditions that provided an incentive to a more efficient reallocation of available 
resources, labor, and physical and human capital.  
 
Thus, these policies tried to foster new investment opportunities. Inefficient and badly managed state 
companies were targeted for privatization. The exploitation of natural resources with state of the art 
technology was open in many cases to new foreign investment. No doubt, these investment opportunities 
trigger economic growth for a time and are a good opportunity to attract new foreign investment into the 
region. 
 
The efficient reallocation of capital and labor is clearly beneficial for a country. However, when the 
benefits of the change in the level of efficiency in the use of production factors is achieved after some 
time, then other determinants of the gradual increase in productivity come into play. These are the 
determinants of sustainable long-term economic prosperity. 
 
Latin America has benefited from resource reallocation and better macroeconomic stability, but economic 
growth figures show that it lacks engines of growth for long-term prosperity. The main social problems in 
Latin America are high levels of critical poverty, unequal distribution of income and its counterpart, 
inequality in the opportunities for educational advancement. Hardly any of these social problems can be 
substantially reduced without stronger economic growth. 
 
We now know that the level of average human capital among the citizens of a nation matters for long-
term economic growth. Besides the key role of human capital engaged in business research and 
development, it is known from microeconomic research that the average educational level of the work 
force also has a significant influence on the differences in organization, technology employed and 
average productivity of companies that have the same type of physical capital, located in different 
countries. 
 
Besides Latin America’s weakness on the economic determinants of economic growth, there are other 
obstacles.  
 
To the extent that growth is driven by other fundamental determinants, not directly linked to production 
factors (labor and capital), the economic approach discussed so far is incomplete. As Rodrick (2003a) 
describes, if we think of accumulation and productivity change as proximate determinants of growth, 
deeper determinants can be condensed into three categories: 1) geography; 2) integration (trade); and 3) 
institutions. 
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Natural resource abundance and climate depends on geography. The availability of oil can be a major 
source of sustained economic growth, as it was for Venezuela between 1925 and 1980. The exceptional 
productivity of land also made Argentina a prosperous nation for several decades since the late 19th 
century. These two countries’ present situations that remind us that geography is not all that matters. 
Geographical factors will also influence the quality and allocation of human capital. 
 
Integration into the world economy means access to larger markets and the potential benefits that derive 
from the trade in goods and services, capital flows and from the flows of labor and human capital. 
 
Institutions are also increasingly recognized as a very important causal source of (or impediment to) 
economic growth. Besides property rights, modern market economies demand effective regulatory bodies 
and judiciary systems. However, Rodrick argues that we do not know much more of what is needed. 
Which institutions demand priority? Do specific institutional forms depend on each country case?  
 
From the end of the colonial period through the early 19th century, Latin American history is marked by 
political instability. From a historical perspective, there is a long tradition of weak political and economic 
institutions. To a significant extent, economic behavior is influenced by the quality of institutions. Because 
weak institutions or protectionist policies allow it, many economic agents engage in unproductive 
practices, known as rent-seeking, to obtain privileges outside the market (usually in the political process). 
 
In societies with historically strong built-in incentives to encourage rent-seeking, as is the case in most of 
Latin America, "experts" in negotiations with the government replace the inventors and engineers as the 
principal means used by business to increase profits. Professor William Baumol points out that it is in the 
political sphere of a nation where it is decided which is the most attractive “game.” Unfortunately, in the 
best of cases, political maneuvering is a zero-sum game for society (and very often negative-sum), while 
technological change is a positive-sum game. 
 
Stable and strong political institutions play an important role in  executing macro-oriented reforms, 
especially in terms of the need to build fiscal institutions, while micro-oriented reforms require stable 
incentives to develop productive activities.   
 
Research on comparative country performance identifies some specific issues. Maloney (2002) argues: 
“Latin America missed opportunities for rapid resource-based growth that similarly endowed countries – 
Australia, Canada, and Scandinavia – were able to exploit”. Reasons for this could be found in deficient 
“learning” capacity, derived from low investment in human capital and from institutional or political 
incentives to seek artificial monopoly rents created by inward-looking industrialization. Weak political and 
economic institutions can rather easily be captured and directed to support very profitable rent-seeking 
activities.   
 
4.  Seeking long-term prosperity in Latin America: What can be done? 
 
After our rapid review of ideas on economic and non-economic determinants of sustainable economic 
growth and the relative performance of Latin America, we can now think about policy recommendations. 
Clearly, policies that promote new private investment and increase the human capital of a population 
would be beneficial for long-term growth. But, the question is, what do we have to change in most Latin 
American countries to have a significant impact on their long term growth potential? 
 
We already know how to reach macroeconomic stability in the region. Chile, Brazil, México, Peru and 
even Colombia, have demonstrated how to do it. In all cases fiscal sustainability continues to be a 
challenge and a potential source of volatility. Geography and integration lead us to consider the great 
potential advantages of stronger economic links with the United States for Latin America. 
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Can greater trade integration with the US help produce stronger economic incentives for efficient 
allocation of labor, human and physical capital? It probably can, but not all countries will perceive these 
potential benefits in a similar way. Countries that have difficulties increasing the human capital within 
their population and attracting large new private investment, would likely adopt a cautious stance 
because of the weakness of their own supply side, and hence see the benefits of trade integration with 
the US as limited. They may see their role only as a supplier of cheap and unskilled labor and 
commodities, and importer of every thing else.  
 
 The countries that have developed with some degree of success through specialized trade 
patterns in agricultural or manufacturing goods, or in services, such as tourism, will seek better access to 
the US market. The best examples of countries that have chosen this route are Chile, Colombia and 
Costa Rica. Other countries that find barriers to trade in goods where they have exceptional comparative 
advantages, as is the case of Brazil with its agricultural products, will be more cautious in their approach 
to integration with the US. 
 
A context in which both Latin America and the US find overall mutual benefits would be one including 
trade and political agreements, where under a framework of regional understanding, state reforms 
seeking stronger institutional framework (political, economic, judiciary) for support of modern market 
economies would advance in parallel to a free trade area agreement. This would be an approach that 
recognizes what has been called proximate and deeper determinants of sustainable economic prosperity. 
 
For the US, a more comprehensive and complex process of trade and institutional integration in the 
Western hemisphere would mean the creation of a commonly regulated market of 800 million people, 
with a relatively low average income but an enormous growth potential. In fact, this process would 
demand a market-oriented regional institutional development strategy to encourage further use of 
available state of the art technology and growing human capital endowments (itself another area for 
policy coordination).  
 
This would be a scenario comparable only to China’s present development strategy: The development of 
economically advanced coastal regions that gradually incorporate – on the supply and the demand side – 
workers from the deeply underdeveloped and densely populated inner and rural areas. China has also 
made use of “transitional institutions,” that differ greatly form best practice institutions, to produce strong 
economic incentives that foment economic growth and gradually incorporate backward regions into basic 
market economy conditions (see Qian 2003). The key was domestic institutional changes. 
 
Future supply of goods and services in this process of trade and institutional integration would benefit 
from increasingly similar institutional settings for market economies, and from coordinated policies 
promoting the growth of human capital and adequate conditions for new private investment. At the 
geopolitical level, one wonders if 30 or 50 years from now this Western Hemisphere alliance would be a 
successful answer to China’s economic might, if indeed this country eventually succeeds in becoming a 
sophisticated advanced economy.  
 
In the present circumstances, Latin America’s new reform programs and growth promotion policies 
should always be stubbornly reinforced by an emphasis on national and regional transparency rules, and 
on any government policy issue (tax reforms, expenditure controls, public investment plans with private or 
multilateral funding, social security, corporate governance, inflation targeting, industrial policy, etc.). 
 
These transparency rules should be part of a general approach to policy design and advice for the 
region. Rather than arguing for a “unique policy package” of economic principles – as sometimes has 
been insisted on by the International Monetary Fund – “creative packaging” as suggested by Rodrick 



        

Americas Program Americas Program Americas Program Americas Program •••• Center for Strategic and International Studies Center for Strategic and International Studies Center for Strategic and International Studies Center for Strategic and International Studies    
1800 K Street, N1800 K Street, N1800 K Street, N1800 K Street, NW W W W •••• Washington, DC 20006  Washington, DC 20006  Washington, DC 20006  Washington, DC 20006 •••• Tel: (202) 775 Tel: (202) 775 Tel: (202) 775 Tel: (202) 775----3150 3150 3150 3150 •••• Fax: (202) 775 Fax: (202) 775 Fax: (202) 775 Fax: (202) 775----3199 3199 3199 3199 •••• www.csis.org www.csis.org www.csis.org www.csis.org 

(2003b) should be seriously considered. 
 
Any policy advice should have as a guiding principle transparency rules to eliminate entrenched 
corruption practices in politics and rent-seeking incentives in the market economy. This approach would 
deal simultaneously with two important interrelated issues: 1) the reduction of  corruption and 
strenghening of political and economic institutions; and 2) the explicit consideration of the role of 
perverse rent-seeking incentives in poorly regulated market economies.  
 
More than a decade of reforms with priority on macroeconomic policies has not produced sustainable 
growth rates for Latin America nor has it resulted in significant improvements in social indicators. Trade 
integration as it is proposed now, faces the deep distrust of those who are badly equipped to compete 
and those that do not expect favorable conditions to develop their key sources of comparative advantage 
in a free trade area (because of US protectionist policies).  
 
Finally, considering regional demographic elements, to achieve rates of change of GDP per capita that 
result in an increase to the US level of average income, economic growth in Latin America would have to 
be maintained at a rate of least 5.0 percent per year for at least three decades. This kind of economic 
performance over a long period demands some original thinking on the type of economic incentives 
required to overcome many of the existing impediments. This brief paper has tried to provide some 
reflections on this matter.  
 
  
 
(*)Orlando A. Ochoa is Aggregate Professor of Economics at the School of Economics at Andres Bello 
Catholic University (Caracas, Venezuela) and is an independent economic consultant. Economist (ULA), 
MSc in Public Sector Studies (U. of Buckingham, UK), PhD in Economics (U. of Oxford, UK).  
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